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AT&T 
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BellSouth 
cusc 
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Rural State Commissions 

MDTE 
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NTCA 
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Qwest 
RIITA 
SBC 
Texas PUC 
USTA 
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SEPARATE STATEMENT OF COMMISSIONER KATHLEEN Q. ABERNATHY 

Re: Federal State .Joint Board on Universal Service, CC Docket No. 96-45 
(rel. OCI. 16, 2002) 

I applaud the Joint Board's recommended decision that responds to issues raised by the 
remand ofthe Commission's non-rural mechanism by the Tenth Circuit in Qwcst Corp. v. FCC.' 
1-oday's recommended decision responds to the court in several important respects. First, the 
Commission provides a more rigorous analysis ofthe cost data in the record to establish the cost- 
b a u d  benchmark that triggers support for noli-rural carriers. Utilizing cluster and standard 
dcviation analyses. the Joint Board concludes that a benchmark set at 155% of national average 
cost is the appropriate trigger lot- federal support. This conclusion is consistcnt with the results 
of a recent General Accounting Office study that concluded that current rural and urban rates 
werc not appreciably different under our existing universal service support structure.2 As a 
resti l l ,  I do not believc that thc case has been made for radically altering the benchmark. The 
undcrlying data and the ultimate apparent success of our existing structure counsel a more 
consistent approach. 

Although some have been critical of this data, there is nothing in the record that 
recommends a different result. Moreover, basing the benchmark on an urban average cost would 
not alone alter the level of support, but i t  would create a false sense of urgency around requiring 
higher levels of support - a conclusion unsupported by the statistical data or the GAO study. 
Our goal is to provide federal support based on costs that permit states to set urban and rural rates 
that are reasonably comparable. Granting support to high-cost states so that their net costs more 
closely resemble the national average is designed to allow them to set rates close to the national 
average. In turn, this process should result in urban and rural rates that are reasonably 
comparable. In contrast, a national urban average (a number inherently lower than the national 
average) would use federal support to drive costs down to the lower-than-average urban level 
without any evidence that affordability concerns warrant such a step. Our paramount goal in this 
proceeding is to ensure reasonably comparable rates - not to provide federal support to reduce 
the overall rate structure. Indeed, establishing a massive subsidy to drive rates down not only is 
unsupported by existing data on affordability but also would threaten to undermine our ability to 
provide support to other universal service programs that also have significant needs. 

' 258 F 3d I191 Cir 2001) 

United States General Accounting Office, Telecommunications: Federal and State Universal Service Programs 
and Challenges to Funding (GAO-02-187, Feb. 4.2002) (GAO Report). I also agree with the Recommended 
Decision that. because o f  the substantial differences in rate structures among states, i t  would not be feasible to base 
the suppon mechanism on rates alone (as opposed to costs) even if the rate survey identitied greater disparities. 
Moreover, i f  states could obtain additional universal servlce suppon for camiers merely by manipulating thelr rate 
structures. I believe that would invite abuse and ultimately frustrate the objectives set forfh in the statute. 
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Second, the Joint Board has responded to the court’s charge to create a state inducement 
mechanism to ensure that the rates actually paid by consumers are reasonably comparable. By 
requiring states to provide a certification and data about the comparability of urban and rural 
rates. the Commission ensures that ultimate rates as engineered by the state regulators reflect the 
same equity as the cost analysis and support provided at the federal level. In the event that state 
action and federal cost-based support prove insufficient, we have also created a mechanism for 
states to make individualized showings that modification of the cost benchmark or additional 
tailored support is warranted. 

All members of the Joint Board worked extremely hard to develop this process to ensure 
the continucd SLICCCSS of the universal ScrYice support mcchanism for non-rural carricrs. \\’c xc 
all deeply committed to this goal. 1 look forward to working with my colleagues at the FCC and 
the Commission’s staff to revicw these recommendations and promptly implement a non-rural 
support mechanism consistent with the Tenth Circuit’s directives. 

2 
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STATEMENT OF 
COMMISSIONER MICHAEL COPPS 

Re: Federul Siare Joint Board on Universal Service, CC Docker No. 96-45 
(re/. Oct. 16, 2002) 

A corc principlc of the Tclecommunications Act of 1996 is that all Americans should 
have access to reasonably comparable services at reasonably comparable rates. Congress was 
particularly concerned about consumers i n  rural, insular, and high-cost areas, whether served by 
rural or non-rural carriers. 

In  this Recommended Decision on a mechanisni for high-cost support for non-rural 
carriers. the Joint Boaid rscoiniiieiids the use of s t a twidc  average costs i n  an initial cfforl LO 

direct support to high-cost states. 1 support this methodology, but only insofar as there is a n  
errective comparison of rural and urban rates at the cnd of the process to ensure that the statutory 
directive is iniet. 

The Joint Board recommends that the Commission establish a safe harbor for comparing 
urban and rural rates, and provide any additional funding to reach this benchmark. The Joint 
Board indicates that 135 percent may be the appropriate benchmark. 1 do not find adequate 
evidence in the record to demonstrate that a rural rate for telephone service that is I35 percent 
higher than the average urban rate in this country is necessarily or reasonably comparable. 
Nevertheless, I support this Recommended Decision because the Joint Board expressly requests 
that the Commission further develop the record to establish the appropriate benchmark. I look 
forward to a full  record on this issue from a wide variety of stakeholders when the Commission 
takes up this proceeding. 

Finally, I emphasize that this Recommended Decision applies only to non-rural carriers 
serving rural America. The Joint Board has recognized that the assumptions in this decision such 
as using statewide average costs may well not be appropriate for rural carriers. I urge the 
Commission and the Joint Board to move forward expeditiously to address outstanding issues 
related to the high-cost mechanism for rural carriers to ensure that sufficient support is provided 
as required by the statute. 

Congress has been clear - our duty is to ensure that comparable technologies are available 
all across this nation at affordable and roughly equivalent rates. Each and every citizen ofthis 
great country should have access to the wonders of communications. The statute and the public 
interest require no less. 
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SEPARATE STATEMENT OF BILLY JACK GREGG, 
DIRECTOR OF THE CONSUMER ADVOCATE DIVISION, 

PUBLIC SERVICE COMMISSION OF WEST VIRGINIA 

Re: Federal State Joint Board on Universal Service, CC Docket No. 96-45 
(rel. Oci. 16, 2002) 

Rates matter. Congress said so i n  the Telecommunications Act of 1996. Now. nearly 
seven years after the passage of the Act, the Joint Board has taken action to ensure that the real 
Iatzs that real customers pay wil l  hc ~ h c  ultimate tcst of the success of state and rederal universal 
scrvicc policies. Telecommunications customers throughoul the nation will be the beneficiaries 
ofthis dccision. 

In Section 254(b)(3) of the Act: Congress established the Cederal universal service 
principle that .I. .consumers in all regions of the Nation, including low-income consumers and 
thosc in rural. insular and high-cost areas. should have access to teleconiniunications . . .  a t  ratcs 
that a re  reasonably comparable to rates charged for similar services in urban arcas.” 
[Emphasis added.] Although the wording of the Act is clear, up until now the Joint Board and 
FCC have designed universal service support mechanisms which steadfastly avoided 
consideration of the rates consumers actually pay. 

Thc Circuit Court of Appeals rejected the FCC’s argument that it had “ . . .no duty to 
ensure the reasonable comparability of rural and urban rates. _ _  _”I The Court held that the FCC 
was “...obligated to formulate its policies so as to achieve the goal of reasonable 
comparability.. .’. and “...then to assess whether its funding mechanism will be sufficient for the 
principle of making rural and urban rates reasonably comparable.”2 

In response to the Court’s remand, the Joint Board has finally added the critical missing 
piece to the existing funding mechanism. The procedures recommended by the majority in this 
decision will incorporate a rate review by the states as a part of the certification required under 
Section 254(e) ofthe Act. Such review should induce the states to take actions to use existing 
state and federal resources to achieve rates which are comparable to a national urban standard. If 
existing resources are inadequate, the states may request additional federal actions to enable 
comparable rates, including supplementary rate support. By definition, any additional federal 
funding will be targeted and sufficient to achieve the statutory goal of comparable rates. This 
common sense approach will properly respect the complementary roles of the federal and state 
authority in achieving rate comparability, and fairly balance the interests of high-cost and low- 
cost states in funding demonstrated universal service needs. 

‘Owes rCom.v .FCC,158F . jd  1191 (IO‘hCir.2001)at 1200 

’OwevCom.  v FCC.258 F.3d 1191 (IOLhCir .2001)at  1101-1202 
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The universal service principle of rate comparability contained in the Act means that 
regardless of the evolution and vicissitudes of the competitive telecommunications market, the 
rates that consumers pay for basic services in the most rural and remote areas of our Nation will 
stay within shouting distance of the rates paid by their urban cousins. As the dynamic forces 
unleashed by the introduction of competition into all areas of telecommunications continue to 
surprise us, universal service provides a safety net that ensures that all Americans will benefit 
from this revolution, even if competitive choices are not immediately available in any particular 
arca. The procedures we recommend in this decision will go a long way toward making the 
universal service promise contained in the Act a reality, noh and in the future. 

2 
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STATEMENT OF 
COMMISSIONER KEVIN J. MARTIN 

Approving in Part, Dissenting in Part 

Re Federal Bate Joinr Board on Universal Service, CC Docker No. 95-45 
(rei Ocl. 16, 2002) 

I u ish to thank all my colleagues on the Federal-Statc Joint Board for their hard work and 
cuntributions in tlic effort to reach consensus on the important issue of establishing a universal 
set-vice support system for non-rural carriers. I believe that today’s effort, however. falls short 
i n  meeting our obligation to ensure that consumers living i n  rural and high cost areas have access 
to similar telecommunications services at rates that are reasonably comparable to rates paid by 
~ i rha t i  consumers. 

Conzrcss saw the Commission a clear mandate: to ensure that consumers i n  all regions ofthe 
nation have access to services that “...are reasonably comparable to those services provided in 
urban areas and that are available at ratex that are reasonably comparable to raies charged for  
similar .seuvice.c in urban areas (emphasis added).”’ Congress’ direction is also clear regarding 
the obligation to establish mechanisms that are “...specific, predictable and sufficient ... to 
preserve and advance universal service.”’ In remanding the Commission’s previous attempt to 
establish a federal-high cost universal service support mechanism for non-rural carriers, the 
United States Court of Appeals for the Tenth Circuit agreed that these fundamental guiding 
principles govern Commission action on any policies regarding universal service support 
mechanisms.’ 

Despite this remand, the majority’s recommendation essentially reaffirms the Commission’s 
existing universal service support mechanism for non-rural carriers. The decision continues to 
base support on forward looking costs and creates a sparsely defined second supplemental 
support system based on rate comparisons. Today’s recommendation falls short in its response 
to the court mandate that we define the statutory term “reasonably comparable” for purposes of 
the cost-based support mechanism and fails to demonstrate, with any degree of specificity, how 
the proposed secondary mechanism will satisfy the statutory requirement that universal service 
support be “specific, predictable and sufficient.” 

For these and the reasons explained below, 1 respectfully dissent from portions of the majority 

See 47 U.S.C. 254(b)(3). 

’See 47 [J.S.C. 254(b)(5). 

’ Federa/-S/alrJoin Board on UniversalService, CC Docket No. 96-45, Ninth Report and Order and Eighteenth 
Order on Reconsideration, 14 FCC Rcd 20432( 1999)(NInih Reporr and Order) remoflded, Qwespsr Corp. I,. FCC, -758 
F 3 d  1191, I 199(IO’hCir.2001). 

I 
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opinion today.‘ 

Use of Costs as a Surrogate for Rates to Determine Non-Rural High Cost Support 

Section 254(b)(3) of the Communications Act requires that universal service support mechanism 
ensure that telecommunications services in all regions of the nation be provided at reasonably 
comparable “rates.” The majority, however, recommends continuing the practice of using costs 
rather then rates to determine federal support. T am not convinced that a mechanism based solely 
on costs would meet the statutory mandate requiring a comparison of rates. 

Moreover. I fear that the recommended decision may be either arbitrary or not fully thousht 
through If the Joint Board is confidcnt that a cost-based support system satisfies our statutory 
obligation to produce reasonably comparable rates, then why does i t  propose establishins an 
entirely ncw support mechanism based on rate comparisons? Similarly, if the Commission were 
to adopt thc Joint Board’s recommended “supplemental rate comparability review,” why should 
it not abandon the cost-based support mechanism and instead rely solely on the rate-based 
support mechanism? If we need the supplemental rate comparison to meet our statutory 
obligation, would i t  not be simpler to have only one tiicclianism rather than two? These 
questions seem to remain unanswered by the majority. 

The majority’s rejection of rate-based distribution and support for a cost-based mechanism is 
based on two arguments: (i) an analysis of disparate local rate design practices throughout the 
nation remains too difficult a task; and (ii) the use of costs reflects the federal government’s 
primary obligation to support only those states that “do not have the resources within their 
borders to support all of their high cost lines.”’ In my view, both of these arguments fail to 
support the Joint Board’s position. 

First, in response to the argument that such an analysis is too difficult, the majority appears to 
create just such an analysis in its “supplemental rate comparability review.” The majority also 
fails to note or even address the fact that many of the issues and data necessary to perform a rate- 
based comparison will be needed in the context of initiating the proposed catch all “supplemental 
rate comparability review.” On its face, one well-defined support mechanism based on rate 
comparisons would appear to present an equal or lesser administrative burden for the 
Commission, the states and carriers compared to the dual cost-based and rate-based mechanisms 
recommended by the majority today. 

The majority’s recommendation also contains an inherent presumption that the federal 
government’s role in establishing a suppon mechanism is apparently limited to equalizing cost 

’ In addition to the reasons discussed below, I also agree with and join in many ofthe concerns raised in 
Commissioner Bob Rowe’s thorough and thoughtful analysis in his dissent. 

Recommended Decision at paras. 19.2 I ,  24. 5 

2 
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discrepancies,between states but not equalizing rate discrepancies between rural and urban areas.6 

are “available at rates that are reasonably comparable to rates charged for similar services in 
urban areas.”’ The 10Ih Circuit explicitly rejected the FCC’s contention that it had no duty to 
ensure the reasonable comparability of rural and urban rates and stated that we are “obligated to 
formulate policies so as to achieve the goal of reasonable comparability.. .”’ 

I n  my  view. it’ the Cornmission is only going to address discrepancies between and among states. 
then there musl be a requircmenl that states address such discrepancies within their borders. 
Whether such a requirement compels rate averaging within states or requires that a state 
universal service niecliatiism be in place. such action must address differences in cost between 
rural and urban areas. Yet this decision fails to requirc that sucli inequities between urban and 
riiral rates he addressed.” 

1 disagree. The statute is clear. Our job is to ensure that services in rural and high cost areas 

7~he proposed expanded ratc certification mechanism is insufficient. Under the proposed 
certification process, states \vould be pcrinitted to report rates that are not “reasonably 
comparable” according to thc benchmark. Such rates could eventually be allowed to meet the 
“rcasonably comparable” standard if a state demonstrates “additional services included in the 
basic service rate” or by outlining ’.the method i n  which the slate has targeted existing universal 
servicc support.”’” I n  my view, such a certification process is insufficient without a standard 
enunciating the allowable discrepancy for intrastate rates. 

Recommended Decision at paras. 25-26. “The Commission’s primary role is to identify those states that do not 
have the resources within their borders to support a l l  oftheir high-cost lines .... The Commission explained in the 
N m r h  Reporr and Order that the non-rural high cost support mechanism “has the effect of shifting money from 
relatively low-cost states to relatively high-cost states. The Commission believed that its non-rural suppon 
mechanism ensured that no state with costs greater than the national benchmark would be forced to keep rates 
reasonably comparable without the benefit of federal support ... We continue to support these policies.” 

h 

41 U.S.C. 254(3). 

’ 258 F.3d at 1200. 

7 

See /V,nth Repurr und Order at 20482-3, para. 95 (The Commission found it most appropriate to allow states to 
determine how non-rural cos1 support is used, “[blecause the support, .is intended to enable the reasonable 
comparability of intrastate rates, and states have primary jurisdiction over intrastate rates.”; 5ee id. A t  20483, para. 
96 (“As long as the uses prescribed by the state are consistent with 254(e), we believe that stares should have the 
flexibility to decide how carriers use support provided by the federal mechanism.”). See Recommended Decision at 
paras. 43-56. Even in light of the I Olh Circuit remand requiring the Commission lo consider appropriate state 
inducements to address reasonably comparable rates, the Joint Board fai ls to consider recommending either a state 
averaging mandate or mandatory state universal service mechanism requirement to address discrepancies between 
costs in rural and urban areas. 

9 

Recommended Decision at  para. 55 I u 
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Sufficiencv of High-Cost Support under the National Average Cost Benchmark 

Even if costs can be used as a surrogate, 1 question the majority’s recommendation to use the 
13S% benchmark to ensure that rural rates are “reasonably comparable.” 

In deciding to proceed with a cost-based methodology to ensure reasonably comparable “rural” 
and “urban” rates, we should compare “rural” costs to average “a’ costs. The Commission 
certainly has data readily available to perform this comparison. IJnder the Synthesis Cost model, 
cost data can be produced by density zone or at the wire center level. Yet, the majority 
summarily rejects the concept of an “urban benchmark,” setting a benchmark at 135 percent of 
national average cost. In the process, the decision sidesteps the question of whether the 
bciichmark produccs sufficient support i n  light of the existing disparity between national average 
cost and the lower average urban cost. 

Ah Commissioner Kowe notes, the majority‘s rejection of the urban benchmark is “confusing and 
tiiipcrsti;’sive.‘:“ The majority ncvcr tackles the uncomfortable fact that the 135 percent 
benchmark is too high because national average costs arc already higher than urban costs because 
they include in the national average the very rural areas at  issue. In other words, the high costs 
associated with serving rural areas are used twice: once to raise the national average and again in 
comparison. 

Lct me illustrate my concern with a simple example. If half of the country lived in an urban area 
with costs of $1 0 and the other half of the country lived in a rural area with costs of $30, the 
difference between the costs of the average urban area and average rural area would be $20. But 
if a national average were taken, including the costs of the rural areas, the national average cost 
would be $20. If support were then based on the difference between the rural cost ($30) and 
135% of the national average (1.3s x $20=$27), each rural resident would have costs of $27 
($30-$3 of support) and each urban resident would have costs of $13 ($10 + $3 of support). 1 do 
not believe that such a methodology sufficiently addresses the reasonable comparability of rural 
and urban costs. The inclusion of rural costs in the average along with the adoption of a 135% 
benchmark systematically underestimates the costs of rural areas.” 

Instead, the majority finds fault with the use of an urban benchmark based on the fact that it 
“substitutes costs for rates” and “compares statewide average costs to nationwide urban costs.”” 
The majority’s criticism appears strangely out of place given that its own recommendation is 
also based on a cost-based support system. I find it ironic that the majority can justify its 
“existing system on the ground that costs equal rates, and at the same time rejects all changes on 

” See Commissioner Bob Rowe’s Separate Statement at 8. 

‘ I  Naiional averages could be used without a benchmark or urban averages could be used with a benchmark but the 
combination ofthe two mechanisms is arbitrary 

Recommended Decision at para. 39 13 

4 
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the ground that costs do not equal rates.”14 

It also rejects the urban benchmark because it would “require more fimding or a higher 
benchmark level because urban average costs are lower than national average COS~S.’”~ I fail to 
see how the potential for greater funding levels should prevent us from adopting a support system 
that meets our statutory obligation.l6 Indeed, J fear that this reasoning reflects an analysis that 
concluded first that thcre would be no additional funding for rural areas and second adopted a 
nicchanisni lo  assess “reasonable comparability” that achieved that result. 1 believe our statutory 
obligation wis lo achievc reasonably comparable urban and rural rates even if that “requires 
more fullding‘. tliaii the current system provides. 

Kcr  do I utidcrstand how thc majority reaches ~ h c  conclusion that thc urban cost benchmark fails 
to “better satist) the statutory comparison or urban and rural rates.”” 1 join Commissioner 
Itowe in  questioning how the majority finds that additional “incremental support would be 
incffective a t  producing comparable r a t a ,  but existing support passes the test.” 

I n  addition. 1 question the L I S ~  of forward-lookins costs as thc basis for distributing universal 
service support, ‘Today, rates are set i n  most states through the use of actual costs not 
hypothetical replacement costs. Forward- looking costs have little, if any, nexus to the 
establishment of end user retail rates. Use of these costs for calculating universal service support 
results i n  support being provided to some areas with low end user rates while certain areas that 
have high rates receive insufficient support. In my view, we could better achieve comparability 
of rates if we based our universal service support system on actual rather than forward looking 
costs. 

Finally, the majority cites three studies/analyses in support of its decision to continue using the 
135 percent benchmark. I disagree with the majority’s conclusion that these studies support its 
decision to retain the benchmark. First. the majority points to the General Accounting Office 
(GAO) study to show that national averages of rural, suburban and urban rates are affordable and 
reasonably comparable. The majority, however, fails to acknowledge serious deficiencies in the 
GAO study that fail to support the use of the benchmark for non-rural carriers.’* For example, 
the GAO study includes data from areas served by rural carriers, areas that are not relevant to the 
establishment of non-rural carrier support system. In addition, GAO’s rate comparison ignores 

See Commissioner Bob Rowe’s Separate Statement a1 8 I 4  

I’ Id. at 40. 

The United States Department of Agriculture’s Rural Utilities Service (RUS) recommended adoption of a 16 

benchmark tied to the national average urban loop cost or another statistical indicator more representative of urban 
COSIS. not the national average costs. RUS notes that 135% of the national average (urban and rural) “loop cost” 
exceed its estimate of urban “loop costs” by 233%. 

11 Recommended Decision at 39. (emphasis in original). 

See a h  Commissioner Rowe’s Separate Statement a t  2-3,  I *  

5 
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whether rates in different service areas apply to comparable services. Moreover, national 
averages cited by GAO do not assist the Commission in addressing our core responsibility of 
whether rates in certain rural or high cost areas are comparable to rates in urban areas, or even 
whether rates vary significantly from state-to-state. To the contrary, as Commissioner Rowe 
points out, GAO’s data demonstrates a vast disparity on state rates (e.g., residential rates at two 
Wyoming locations exceeding $40 versus residential rates in Roaring Springs, Texas of $7. IO) .”  

I also .join Cuniniissioner Rowe’s dissent asserting that a standard deviation analysis fails to 
justify the current benchmark.” I find i t  particularly troubling that the majority arbitrarily raises 
thc benchmarl; to 135 percent o c n  i n  light of its own analysis demonstrating that 2.0 standard 
dcviation above the national mean results in  a I32 percent benchmark. The majority offers no 
reasoncd basis why states should be denied thc additioncll $ . io  per customer per month of 
support tliat \vnrild result hy applying the results of the majority’s own standard deviation 
analysis. 

Stimlementarv Raft RevieLv 

The majority: in today‘s r~coinmeodation, sets forth an additional supplemental process for rate 
comparison. 11 rccommends adopting a new and vaguely defined supplemental mechanisin. 
Rather than provide a clearly defined mechanism the majority instead offers an ad hoc process 
where the specific mechanisms will apparently develop on a case-by-case basis.*’ The majority 
envisions a process where States seeking additional federal support will be required to provide a 
rate analysis,” and will have “great flexibility” in demonstrating that rates are not reasonably 

comparable.” 

In my view, the majority’s “supplementary rate review” is striking similar to the state-by-state 
cost study approach the Commission had originally rejected in order to pursue its flawed nation- 
wide universal service cost model approach. Under the recommended state-by-state approach, 
each state would have significant latitude to suggest its own procedures for adjusting rates. 
Without specific guidelines or a clearly defined standard, this approach appears to invite the 
potential for uneven and potentially discriminatory results. 

I am troubled that majority fails to offer any specific guidance on critical areas of its newly 
proposed process. The item is silent, for example, on whether states should alter rates to take 
into account the scope of certain local calling areas or differing calling plans. In my view, 
without an established standard or guidance for states in this area, the poorly defined 
”supplementary rate review” will most likely provide results, if any, that are highly susceptible to 

“ 

Id at :. 

” I d  ar 5-7. 

I ’  Id ai 16. 

~~ Recommended Decision a t  para. 36 

19 

7, 

6 
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legal challenge. 

Finally, Commissioner Rowe is correct in questioning whether the proposed “supplementary rate 
review” would “create perverse incentives for carriers.”” One of the reasons the Commission 
adopted the forward-looking cost model was because it believed that an embedded-cost support 
system promotes inefficient investment that would inhibit competitive entry. I find it ironic that 
the majority now seeks to adopt a rate-based m e c h a n i s m  that inherently relies on local rates  
which arc typically based on embedded costs. 

” S e e  Commissioner Bob Rowe’s Separate Statement at I8 

7 
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SEPARATE STATEMENT OF COMMISSIONER THOMAS J. DUNLEAW 
NEW YORK STATE PUBLIC SERVICE COMMISSION 

Approving In Part and Dissenting In Part 

Re. Federal State Joint Board on Universal Service, CC Docker No. 96-45 
(re1 OCI. 16, 2002) 

1 S L I P ~ O I T  this Recommended Dccision (RD) to the extent that i t  confirms and endorses 
continued use ofthe Commission’s existing high-cost support mechanism for noli-rural carriers. 1 
agree with the Joint Board‘s suggestion that existing rates are affordable and reasonably 
comparable. I havc seen no evidence that services and rates i n  “all regions of the Nation” are not 
rcasonably comparable. In  my view. this confirms that the existing mechanism, in concert with 
tlic other availabls kdcral univcrs;ll szwicc suppoci ~nechanisnls, p o v i d z j  sultiLiciit support to 
achieve the purpose for which it is intended. I believc that the standard deviation and cluster 
analyses cited in the RD provide sufficient justification for the retention of both the existing cost- 
bascd mechanism and its cost benchmark of‘ l;j% of the national average forward-looking cost. 
Further. I agree thal requiring states to certify whether thcir rates are reasonably comparable 
responds adequately, as I read it,  to the Tenth Circuit‘s requirement that the Commission 
somehow induce states to fulfill thcir own obligations to ensure reasonably comparable rates. 

I must respectfully dissent, however, from those portions of the RD that suggest that states 
should be invited to seek additional “targeted” supporl based on a comparison of rates and that a 
rate benchmark of 135% of the average urban rate may be appropriate for making that 
comparison. It does not appear to me that this suggestion is supported by the evidence. Because 
the RD itself concludes that the record for choosing a rate benchmark must be further developed, 
it should not suggest that any particular value might be appropriate. 

Having endorsed continued use of the current cost-based mechanism for calculating non- 
rural support, the Joint Board then incongruously suggests that states should be invited to seek 
supplemental support based on an analysis of their rates. In so doing, it proposes creation of two 
fundamentally different support mechanisms, between which each recipient state would be 
invited to choose to use the more lucrative for itself. The suggestion that such a supplemental 
support mechanism should be created implies that the majority questions the sufficiency of its 
primary cost-based mechanism. 1 do not. 

As explained in the RD, i t  is extremely difficult, if not impossible, to make meaningful rate 
comparisons among states. The RD hints at some of the difficulties in paragraph 19, but ignores 
what, in my view, is perhaps the largest problem - normalizing rates for the varying local calling 
capabilities they may encompass. For this reason, the Joint Board has now twice concluded that 
cost analysis, as a proxy for rate analysis, is the preferred approach and the Commission has so 
agreed. Nevertheless, the RD implies that the Commission will indeed be able to create the 
necessary rules and algorithms to perform such normalizations, make such rate comparisons and, 
most importantly, determine appropriate amounts of supplemental support. With the greatest 
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respect and admiration for the skills of the Commission, I do not share the majority's optimism 
on this score. 

Additionally: I am also concerned that the RD may contemplate comparison of each wire 
center's rate to a national benchmark rate in order to calculate the proposed supplemental rate- 
based support. If so, i t  seems to me that it would reverse its own finding that high-cost support 
should be calculated based on statewide, not wire center. costs. That would fundamentally alter 
thc Commission's role in high cost support, which as both the Joint Board and the Commission 
have round. is to effect necessary statc-to-state transfers of monies, not transfers within states. 

It appears to me that, in the final analysis. the uncertainty that surrounds this ill-defined 
support proposal is i t s  most troubling attribute. U n t i l  the eutrcmely difficult decisions have becn 
inxi- ;iFnut Im\v to normalize rates and \:'!lnt critci-ia to apply in  determi inin: supplemental 
support, it is impossible to cven estimatc how much support it might produce or where that 
support might go. Potential recipients cannot even guess how much support they ultimately will 
receive: payers car only speculate on how much cost they will be asked to bear. Consequently, 
the Coniniission will bc hard pressed, in my vie\v. to esplain to the court how its mcchanism 
will, in fact, produce reasonably comparable rates. 
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SEPARATE STATEMENT OFCOMMISSIONER BOB ROWE, 
MONTANA PUBLIC SERVICE COMMISSION 

Dissenting 

Re: Federal State Joint Board on Universal Service, CC Docker No. 96-45 
(vel. Oci. 16, 2002) 

1 rcspectfiilly but strongly dissent from this Recommended Decision. The IO”’ 
Circuit Court of Appeals required the FCC to demonstrate that the statutory requirements 
of section 254 of the Act were met. In order to do this, the FCC was required to define 
and  recognize in its decision certain key statutory terms. such as “reasonably comparable” 
which animatc section 154. The court also directed the Commission either to explain 
how the 135 percent benchmark used i n  the current formula complies with the established 
definition of‘-reasonably comparable” or to establish a new benchmark that does meet the 
statutory requirements, including the requirement of providing sufficient support to allow 
states to achieve reasonably comparable rates. The Recommended Decision fails these 
[asks. 

‘The Recommended Decision does not demonstrate that the Joint Board has 
impartially examined and addressed these questions. The recommended decision does not 
even demonstrate that the Joint Board has considered these issues in a manner that I 
believe was contemplated by the Court. Rather, the Recommended Decision embraces a 
variety of flawed arguments that purport to justify continuation of the status quo. I am 
unpersuaded by these arguments and conclude that if the Recommended Decision were 
adopted by the Commission some “nonrural” carriers (more properly large companies 
serving high cost areas) would not receive sufficient support, and rural rates andservices 
in some states could not be reasonably comparable to those in urban areas. 

support systems: continuation of the existing system based on forward-looking costs; and 
a second, supplemental, support system based on rates. For different reasons, I conclude 
that each is seriously flawed. Even taken together, they fail to provide sufficient support 
to meet the legal requirements of the Act. 

A. Cost-Based Support 

The majority recommends continuing primary reliance on the existing cost-based 
support system, and continuation of the current 135 percent benchmark. That benchmark 
is a critically important variable in the support system. The benchmark is now set by rule 
at 135 percent of the national average cost produced by the Commission’s forward- 
looking cost model.’ In 2002, that works out to $29.60 per line per month.2 

The majority concludes that the statute can be satisfied by two quite different 

‘ 4 7  C.F.R. 6 54.309(a)(3) 

’ This i T  135 percent of the current national average cost among nonrural carriers of $21.9235. 
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This “dollar benchmark” has a simple meaning for nonrural carriers: in any state 
where the average unseparated forward-looking cost of providing service is more than 
$29.60, federal support will reduce the net cost in that state to $29.60. This is 
accomplished by a combination of cost separation policy ’ and universal service s ~ p p o r t . ~  

A dollar benchmark that is too high produces two forms of harm. In the very 
highest cost states, too little support is provided. The net costs of high-cost carriers in 
those stales necessarily remains too high, above a level reasonably comparable to the net 
costs of carriers scrving urban areas. Second, states with somewhat lower cost rcceive no 
support whatever, even though their costs are above the level that is reasonably 
comparable to costs in ui-ban areas. 

study by the United States General Accounting Oltice (GAO). “cluster analysis,” and 
“standard deviation analysis. 
flaws. and none of them support the majority‘s conclusion that the 135 percent 
benchmark should be retained. Morsovcr, the Recomnicnded Decision incorrectly rejects 
argunients for an “urban benchnark” and overlooks substantial evidence that the exisling 
benchmark produces insufficient support to nonrural carriers. Finally, the majority never 
defines “reasonably comparable” in reference to cost-based support as is required by the 
Act and the 10Ih Circuit’s decision. 

I .  Thc, GAO Study 

The majoi-ily offers thrcc justifications for keeping thc 135 percent benchmark: a 

.. I n  my  view, cilcli of these justifications has fhndamental 

The Recommended Decision cites a study of telephone rates conducted by the 
GAO. The GAO gathered data from state commissions on local telephone rates in 
sampled locations throughout all fifiy states and the District of Columbia.’ Within each 
state, GAO randomly selected locations from three broad categories associated with 
population density: central city, suburban (other places within a metropolitan statistical 
area. MSA), and rural (outside MSA). Based on data contained in the GAO study, the 
majority finds that “the national average of rural, suburban and urban rates for residential 

7 Some of the operating and capital costs of each incumbent local telephone company are “separated” to the 
interstate jurisdiction. Revenues to recover these costs come from a variety of sources controlled by the 
Commission. 

High cost support amounts to 16 percent of the difference between the state’s average forward-looking 
cost and $29.48. The 16 percent figure was selccted as the average separations factor nationwide. It  was 
adopted to prevent double-recovery of costs that are otherwise recovered through interstate revenues. 

For residential and single-line business customers, GAO asked for the unlimited service rate and the 

4 

message or measured service rate with the lowest rate. The rates do not include the Federal Subscriber Line 
Charge; state and local surcharges for items such as state universal service funding, 91 I service, and taxes; 
the federal excise tax; or long distance fees and associated universal service charges and other taxes. Where 
offered, GAO used the tariff rate for unlimited service. Where unlimited service is not available, GAO 
calculated a monthly fee for a “representative customer” using the message rate. GAO assumed that a 
“representative customer” makes IO0 5-minute calls per month. 

2 
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customers diverge by less than two percent.” While this may be a correct statement, 
based on their methodology, for three reasons it fails to support the 135 percent 
benchmark. 

served by nonrural carriers and areas served by rural carriers. The GAO made no attempt 
to exclude data from areas served by rural carricrs, areas that are not under consideration 
here.‘ ‘The support systems for ru ra l  and nonrural carriers are different in important ways, 
and data from rural carriers can mask imporiant trends in the rates of nonrural carriers. A 
related deficiency is that the GAO made no effort to determine whether the rates that they 
measured i n  different areas applied to comparable services. Therefore the GAO failed to 
control for two significant variables. and its study conclusions cannot inform the selection 
of a benchmark for nonrural carriers. 

First, the GAO study collected data from all parts of the nation, including areas 

A more fundamental problem is that national averages are at the wrong 
L ceographic scale tu  inform the benchmark issue. The national average is defined by low- 
rate areas as well as high-rate areas. This ovcrloohs the relevant policy variable. which is 
slate-to-state rate variation. The question under section 254 is whether rates 01- costs i n  
one or more rural, insular or high cost areas ai-e too high in relation to rates or costs for 
comparable services in urban areas. National averages are irrelevant to this question.’ It 
is easy to imagine a situation in which there is a section 254 problem but national 
averages are exactly equal. 

rates vary significantly tiom state to state. According to the report, residential rates in 
Roaring Springs, Texas were $7.1 0 per month. By contrast, all of Wyoming and all of 
Vermont reported residential rates above $23. At the extreme, residential rates at two 
locations in Wyoming reportedly exceeded $40. In short, the GAO data tend to show, if 
anything, that there are rate differences in the country that are significant enough to be of 
concern under section 254. 

Finally, the GAO Report itself had several methodological problems. The sample 
size used in the study was too small to be statistically valid for any state. Second, the 
study overlooked some kinds of local exchange charges that must be paid by all end 
users. Third, the study reported raw rates, and made no correction for calling area size or 
other quality of service variables. Finally, i n  areas where more than one local calling area 
is offered, the GAO did not even pick consistent rates. For example, in Michigan the 

The GAO’s own data demonstrate that this is not a hypothetical problem and that 

The GAO did not develop consistent data from state to state. In some states rural data was included, but 6 

not in other states. 

’ The scale problem can be understood more generally with a simpler set o f  facts. Suppose that every state 
has geographically averaged rates. (This much i s  not far from the truth in many states.) Further suppose 
that i n  40 states a l l  customers pay $5 per month and in the other I O  states all customers pay $50 per month. 
In each s a t e  considered separately, the GAO study would show that rates for rural and urban areas are 

equal. Therefore when all stares are aggregated togelher. urban and rural averages wi l l  also be equal. This 
i s  rrue even though rates in some states are ten times the rates in most states. 
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study reported the local rate as $49 per month, but a footnote shows that the most 
common rate is $12 The GAO study was a commendable effort by an agency that has no 
expertise i n  the complexities of local exchange rates. I do not believe that the GAO data 
have been shown to be sufficiently accurate and normalized so that they can support 
relevant inferences here. 

2. Clusler Anulysis 

The majority also found that the 135 perccnt benchmark is cnipirically supported 
by “cluster analysis.” This is described as “an analytical technique that seeks to organize 
information about variables so ihat relatively homogeneous groups, or clusters can be 
idcntilied.” The underlying data are the statewide average costs produced by the 
Commission’s forward-looking cost model. Cluster analysis places the states in  rank 
ord:r ~ I ’ C O S I  a n d  
significant cost difference exists from one state to its next neighbor i n  the list, cluster 
analysis considers this a significant fact. 

:i examines the COSI tlifferencer hctLvecii succxsi..,e st:i[cs. Whcrc n 

The highest cost state is Mississippi. This year: Mississippi and the next seven 
states on the ranked list rsceivs support. ‘I’hc last of these, Kentucky, has a cost of 
$29.78. The very next state on the list, which receives no support, is Nebraska. It has a 
cost of $28.20. The cost difference between Kentucky and Nebraska is therefore $1.58. 
As it happens, this is an unusually large gap; most other states are separated from their 
neighbors by smaller cost differences and thus are more like their neighbor in the list than 
are Nebraska and Kentucky. 

The majority concludes that cluster analysis shows that the “135 percent 
benchmark targets support to states with substantially higher average costs than other 
states.”’ Of course, any benchmark would target support to the highest cost states. That 
is nothing more than a design feature of the support system. Therefore, the majority must 
be placing reliance on the size of the cost difference between Kentucky and Nebraska. 
The $1.58 gap between Kentucky and Nebraska is therefore the sole fact underlying the 
majority’s argument. 

Cluster analysis does not provide any useful information or guidance in selecting a 
specific benchmark. The method used to select the clusters is arbitrary, and the 
approach suffers from several deficiencies. Most basically, it says nothing about whether 
support is sufficient. While the analysis does show that states like Kentucky (and higher 
cost states) are at least somewhat different from states like Nebraska (and lower cost 
states), it says nothing about whether costs in the higher costs states (or in Nebraska for 
that matter) are reasonably comparable to urban areas. 

Second, even assuming for the sake of argument that cluster analysis could have 
some probative value, the majority has justified a permanent feature of the support system 
on transient data. The 135 percent benchmark is a fixed parameter that is permanently 

Recommended Decision, 7 34. 8 
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codified in rule. Yet each year that fixed benchmark is applied to a new set of cost data, 
and the individual state costs change significantly over time.9 Between the 2001 and 
2002 support years, more than two-thirds of the states saw their average cost change by 
$0.50 or morel’ and one-third saw thcir avcrage cost change by $1.00 or more.” When 
data are that volatile from year to year, the results from any one specific year, such as 
2002, cannot fairly support the selection of a permanent benchmark. 

other years. In 2001, lor example: the cost gap between Nebraska and Kentucky was 
cvcn larger than in 2002.” Cluster analysis would presumably have concluded even more 
strongly that Nebraska’s lower-cost group and Kentucky’s higher-cost group should be 
treated differently. However, in 2001, as i t  happened, neither Kentucky nor Nebraska 
received support. If cluster analysis had been applied a year ago, then, i t  would have 
atippori,d reducing thc 135 percent benclln~srk so Ilia1 Kti i iucLy could gct some support. 

Third, the cluster analysis does not provide a unique solution at the I35 pcrcent 
benchmark. Cluster analysis purportedly shows that Kentucky (and higher cost states) 
should receive support and that Nebraska (and lower cost states) should not. I~lowever, 
h a t  result can be achieved by selccting a benchmark as low as 129 percent and as liiyli as 
135.5 percent. The majority docs no1 explain how cltister analysis guided its selection of 
1 j 5  percent from this range. This is an important distinction because the use of a 129 
percent benchmark would have increased support to every state now receiving support by 
$1 .OO per line per month.” 

In summary, the majority uses cluster analysis to support retention of the existing 
I35 percent benchmark even though cluster analysis is irrelevant to sufficiency, even 
though the method attributes inappropriate significance to apparently transient cost 
differences, and even though the analysis equally supports the adoption of significantly 
different benchmarks. 

The effect of data volatility is illustrated by applying cluster analysis to data from 

3. Siandard Deviation Analysis 

The majority asserts that the 135 percent benchmark is supported by “standard 
deviation analysis” since “an analysis of the Commission’s cost model shows that two 
standard deviations translates approximately to a 135 percent cost ben~hmark.”’~ The 

Between 200 I and 2002, costs in 18 states declined by more than $ I  .OO per line per month, and costs in 9 

three states declined by more than $2.00. 

10 This group comprised 36 of 52 jurisdictions 

I1 This group comprised 18 of 52 jurisdictions 

’’ l h e  gap in that year was $2.12 

A benchmark of 129 percent i s  6 percent lower than lj5 percent. The support difference for each carrier 13 

already receiving suppon would be $2 I .93 x 6% x 76% = $I .00. 

Recommended Decision, 1 5 5 .  I 4  
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majority explains that standard deviation analysis is a “commonly used statistical 
analysis” and that using two standard deviations will “identify data points which are truly 
outliers within the sample studied.”” I have concluded that standard deviation analysis 
does not validate the I35 percent benchmark. 

The most fundamental problem is that the majority would substitute for the 
existing statutory standard a new and different standard that is not even conceptually 
related to reasonable comparability.“ The standard deviation analysis apparently relies on 
the premise that only .‘outlier’‘ states should receive support. But this measure of who is 
an “outlicr” is defined by standard deviations. This in turn depends not only on the 
magniludc of the cost differences between a high-cost state and urban areas, but by the 
cost assigned to every state. The overall pattern of state costs, rathcr than the differences 
between the extremes dcfincs the oulconie. Even where urban costs are low, thc prcsencc 
oi‘niany semi-Iurai stati‘s would I-aise the national avzraye and couid also ii1ci.cas.c the 
standard deviation. Each of these forces would reduce support for high-cost states. 
Indeed, i t  is easy to imagine circuinstances under which no stale is more than two 
standard deviations above the mean, but  many Ihaw costs that are not by any  I-easonablc 
meaxirc compamble to urban costs. The imjority has not shown that, or even discussed 
whether, the two standards are the same. 

The absence of that showing has led to the second flaw with this approach. 
Standard deviation analysis actually does produce a benchmark that is too high to produce 
sufficient support. To understand why, i t  is instructive to consider how far “out” a state 
must lie in order to be an ”outlier” under the majority’s analysis. The majority reports 
that cases “within two standard deviations of the mean will comprise approximately 95 
percent of all data points.” This is accurate under some conditions, but not here. Here we 
should be interested in how many high-cos/ cases exist, not in the total of high-cos/ and 
low-cost states.” Under those circumstances, only 2.3 percent of the cases in a normal 
distribution fall outside the limit oftwo standard deviations.” This is an important 
finding. If state costs were normally distributed, standard deviation analysis would 
suggest that support should be provided only to states in the 991h and 98Ih percentiles of 
cost, and to some of the states in the 971h percentile.” As a result, several states fall 
below two standard deviations and below the 135% benchmark, but they are left with net 
costs that are still far above urban costs. This is solely the result of the fact, based on the 

I’ Recommended Decision, 1 3 6  

I‘ I note that the court has already rejected earlier efforts to redefine the statutory standard 

” This calls for use of what i s  normally referred to as a “one-tailed” test. 

I n  In a “z” distribution, the probability o fa  case falling between 0 and 2 standard deviations is 0.4772. This 

percent. 
means that the probability o f  a case falling above 2 standard deviations is I - 0.5 - 0.4772 = 0.0228 or 2.28 

,‘I Since 2.0 standard deviations includes 2.3 percent o f  a normal distribution, only 30% of the states in the 
97’h percentile would he included. 

6 
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cost patterns of all of thc states, that their costs are not high enough to make them 
“outliers.”’” 

1 know of no basis to conclude that this is a reasonable interpretation of section 
254. Indeed, it is a substitution of a significantly more restrictive standard. Nothing I am 
aware of in the legislative history of the Act suggests that Congress intended universal 
service support to be available only to carriers or states in the top three percentiles of cost. 
I conclude that standard deviation analysis would improperly substitute a new and more 
restrictive standard foc the standard contained in  the statute. It is not merely an 
intcrprctation of that statutory standard. 

benchmark on a stronger scientific footing. I do not azree. Although the znalysis cites a 
statistical variahle. thcre is nothing i n  the science anti nit of statistics that suppoi-1s this 
variable as a yardstick Cor cost benchmarks. 

applications. Somctinieh data bill bc excluded i l ‘  they fall outside a statistical limit such 
as two or three standard deviations. The assumption is that these “outlying” 
nieasurements were thc product of a measurement error ofunknown origin. By excluding 
the suspect data, one can expect to increase the reliability of the inferences drawn from 
the surviving data. This procedure for excluding data is not only used in science, but, as 
the majority notes, it is also used in telecommunications regulation. For example, it is 
used to discount service quality failures that might unjustly lead to penalties unless they 
are disregarded. The fact that standard deviation analysis may be useful in some public 
policy situations does not establish that it is useful here. Here the majority apparently 
conflates “outlying” and unreliable data with “outlying” high-cost states. Despite the 
superficial similarities. I believe the two situations are fundamentally different, and the 
analogy is inappropriate. We are clearly not seeking here to identify any unreliable data 
in order to discard i t .  Indeed, the majority’s analysis would not lead to exclusion of any 
data points. On the contrary, once the benchmark has been set, the Commission will then 
rely on precisely the same cost data for “outlying” states to calculate and distribute tens of 
millions of dollars of support. 

which is better to define what Congress meant by “reasonably comparable?’’ It appears 
that the majority believes that we should define when rates are reasonably comparable 
using the same standard by which statisticians eliminate unreliable data. I know of no 
statistical theory that suggests this equation.2’ The tasks are fundamentally different, and 
solutions used to solve one kind of problem are not appropriate to the other. AS used, 

‘The inajority sugyests the use of the standard deviation places the 135 percent 

Standard deviation analysis is certainly ~ ~ s c f u l  in some scientific and piiblic policy 

In what way, then, does standard deviation analysis illuminate the task before us, 

Moreover, because the benchmark is too high, even in those states that do receive some suppon, the 
amount is insufficient. 

” Nor is the majority here using standard deviation analysis to test any statistical hypothesis. Scientists 
sometimes use standard deviations to test a hypothesis thai a sample ofcases is statistically different from a 
larger population. No  such hypothesis has been stated here. and there is no sample to be tested. 
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standard deviation analysis does not add any statistical or scientific validity to the 
majority’s decision about the appropriate benchmark. 

Standard deviation analysis suffers from several additional problems. The 
majority’s analysis perpetuates one of the errors already identified by the court. It is 
based upon the cost characteristics of all states, not the cost characteristics of urban areas, 
or even or urban states (assuming such states could be found). Using standard deviation 
analysis based on the national sample oncc again simply ignores the important difference 
betheen the average costs of urban areas and the average cost of the country as a whole. 
Fwn i f  onc \vert’ ?o accept thc I d i d i t y  ofstanthrd deviation analysis for setting the 
hcnchmark. at the vcry l ea l  section 253 requii-es that analysis to be applied solely to the 
statistical cost characteristics of urban areas. 

Another problem is that the majority lias inexplicably rounded LIP the results of’its 
own standard deviation analysis. The record shows that a point 2.0 standard deviations 
ahove the national mean produces a 132 percent bciichmnrk. The majority has not 
cxplained why this cvideiice suppoi-ts a bencbniark of I 3 5  percent. Raising the 
hcncliniark by three points to I35 perccnt fiirtlier constricts eligibility for support. Thc 
support rcduction in states receiving support is $0.50 per line per month, an amount that 
is not trivial to a high-cost customer.’‘ 

Decision. I am not aware that the Joint Board has previously found that rates in all parts 
of the country are reasonably comparable.” Also, I do not agree that the major purpose of 
federal support is to “ensure that rates remain reasonably comparable as competition 
develops.*‘ If rates or costs were not reasonably comparable on the day the 1996 Act 
went into effect, that is a problem under section 254. I believe the Joint Board should 
state clearly that the Commission has a responsibility under law to address rate and cost 
differences, without regard to their vintage. Section 254 creates a duty to keep rates and 
service reasonably comparable regardless of whether local competition has flourished or 

Finally, note my disagreement with two other statements in the Recommended 

’’ At a benchmark of 132 percent o f  the national averape, every currently supported cuslomer would receive 
additional suppon of $0.50 per customer per monlh. $0.50 = ($2 I .93 * (I 35%- 132%) * 76%) 

’’ The majority states that the Joint Board has previously found “in prior rulings that current rates are 
affordable and reasonably comparable,” Recommended Decision, 7 34. The former i s  a correct statement, 
but not the latter. The majority cites the Commission’s Seventh Report and Order. That document merely 
recited an earlier finding that rates are affordable. Nothing in the cited paragraph establishes that rates are 
or were reasonably comparable. 

The majority states that this is “one of the g a l s ”  of the Act. Recommended Decision, 7 35. The 
majority’s own rationale on this issue is inconsistent. On one hand the majority apparently supports 
Verizon’s argument that rates were reasonably comparable in 1996 and that federal support is needed, i f a t  
all. primarily for the intrastate rate variations that were expected to follow the arrival o f  local competition. 
7 3s. On the other hand. thc majority admits that there is no need for federal support when rates are de- 
averaged in a low-cost state, since with a sufficient intrastate Fund all customers in the state can still have 
reasonably comparable rates without federal suppon. 8 26. 

24 
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languished and regardless of whether rates have remained static or have been 
geographically de-averaged in response to competition. 

4. The Urban Benchmark 

The majority definitively rejects the use of an “urban benchmark.” 1 find the 
arguments confusing and unpersuasive. tJltimatcly, the majority has failed to address the 
central issur remanded by the court. the relationship between the dollar benchmark. 
which represenls each state’s post-support nct cost, and thc typical cost in urban areas. 
Ry  insis~ing tipon statin: the benchnierk as a niultiplc o f  n:itional average costs. the 
majority sceks unsuccessfully to avoid the fact that, because urban costs are lower than 
the national average cost, the benchmark set at 135 percent of the national average is too 
high. 

First. tlic majority suggests that the distinction between rates and costs. combined 
with the Tenth Circuit decision, sornchou~ prohibit us from increasing cost-based support. 
The majority states that the “litmus t e s ~  foi- noli-rural high-cost support is the reasonable 
conip~i~a5iIity of urban and rural ratcs:” and tha t  “imtcs do not nccessal-ily equatc to 
costs.”” Similarly, the majority states that adopting a cost benchmark that is reasonably 
comparable to urban cost would be to “substitute a different standard for the statutory rate 
comparison.”26 I fail to understand this argument, given the majority’s own reliance on a 
different cost benchmark less favorable to rural customers. 

The majority recommends continued primary reliance on cost-based support to 
comply with section 254. If the majority believes that local exchange rates are the only 
valid basis for support, then 1 do not understand why hundreds of millions of dollars of 
support should continue to be based on costs nor why the Recommended Decision offers 
only a vague and indefinite process for calculating rates-based support. It seems that the 
majority justifies the existing system on the ground that costs equal rates, and at the same 
time rejects all change on the ground that costs do not equal rates. In my view, so long as 
we continue to place primary reliance on cost-based support, the statute and the court 
decision require that we establish a dollar benchmark that is reasonably comparable to 
average urban costs. 

Similarly, the majority rejects the conclusion that an “urban cost benchmark 
would better satisfy the statutory comparison of urban and rural rates.”” Underlying this 
conclusion is the plausible assumption that explicitly relating the dollar benchmark to the 
national urban average cost would produce a lower dollar benchmark and an increase in 
support. The majority apparently finds that incremental support would be ineffective at 
producing comparable rates, but existing support passes the test. 1 fail to understand why 
this might be true. 

Recommended Decision, 7 4 I 

Recommended Decision, 7 39 26 

”Recommended Decision, 7 39 (emphasis in original) 

9 



Federal Communications Commission FCC 025-2 

Once again, the majority reports that “proponents of the urban benchmark have 
not explained how additional funding produced by an urban benchmark would produce 
reasonably comparable rates.”” The explanation is obvious. Assuming that local rates 
are based on costs, support based on a comparable multiple of average urban costs will 
give each state an opportunity to set its own rates at an average level that is reasonably 
comparable to rates in orban areas of the nation. Other portions of the majority’s opinion 
precisely describc this rclationship.’” 

The majority criticizes proponents of an  urban benchmark for not providing “a 
irational .justification for setting the benchiuai-k at any particular level.””’ l’his imposes a11 
 inr reasonable burden on those proponents, and is in fact a flaw in the majority’s own cost- 
bascd approach. As the majority notes (and the court explained) any determination of a 
benchmark .‘will necessarily he somewhat arbitrary.”” A choice obviously n e c k  to be 
, i i xk  i’roli., u;;hiii 3 Izasoiiahlz rariyc of  hciicliiiu~l~s. Uti1 his  docs not j tistill pLi;;iiig xi 
Linreasonable burden on the proponents of an urban benchmark. 111 my view, they have 
carried the rntire burdcn that can fairly be assigned to them. They have shown 
convincingly that  the existing benchmark does Inot provide sufficiciit siipport to nlr1ke 
costs in high cost states reasonably comparable to national average urban costs. 
Moreover, the record does contain rational recommendations for a particular level. For 
example. three regulatory commissions from rural states recommended that the 
benchmark be set at a level no higher than I25 percent of average urban costs.” Even if 
the majority believes that this particular number is too low, that is no reason to leave in 
place a benchmark that the record shows is too high. 

5. Evidence of InsuJficiency 

The preponderance of the credible evidence of record shows that current federal 
support, based on the 135 percent benchmark, does not provide support sufficient to 
attain reasonably comparable rates or costs between high-cost rural states and the nation’s 
urban areas. All of this evidence is based on the cost outputs from the Commission’s 

Recommended Decision, 7 40. 

See, Recommended Decision, 7 25 (“Despite implicit or explicit state supporl mechanisms, the low-cost 29 

areas ofsome states cannot balance their high cos1 areas. Although such states could, through their own 
efforts. achieve reasonably comparable rates within their own boundaries, those rates would still be high 
relative to the national average because ofthe states’ high average costs. The Commission’s primary role i 5  

to identify those states that do not have the resources within their borders to support all of their high-cost 
lines.”). 

j0 Recommended Decision, 7 40 

Q w s r  Corp. v .  FCC, 258 F.3d 1191, I202 (loth Cir. 2001); Recommended Decision, 7 33.  

’’ Comments of Maine Public Service Commission, Montana Public Service Commission, and Vermont 
Public Service Board at 7. (I do not participate in Montana proceedings concerning matters referred to the 
Universal Service Joint Board.) 

I O  
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Synthesis Cost Model, but different methods have been used to select an “urban” sample. 
Despite the different samples, the results are remarkably consistent. 

Most notable was a filing from the Rural Utility Service (RUS), a branch of the 
United States Department of Agriculture. The RUS sampled 17 downtown urban areas to 
determine average urban cost. 11 determined that in those urban areas the average “loop 
cost“ was $390 per line” and that the national average (urban and rural) “loop cost” was 
$672. Therelore a national average I35 percent benchmark amounts to 1.35 t imes $672 
per line. or $007 per line. I<US reported this to be 233 percent ofthe urban .’loop cost”of 
$390. RVS stated. a n d  I :!:rcc. that  !his amount is fat - outside the range of reasonable 
comparability. 

serve solely or priniarilv urban areas. IJnfortLinatelv. Iiowever, the V ~ ~ L I C  oFthis n1etl:otl is 
severely limited by the small sample available. Of96 nonrural companies. only one even 
xguably  meets the tcsl ofsri-ving predotninantly an tirban area. It is C and P Telephox 
Company vf Washington D.C.. a Verizon affiliate. ‘-I The model cutrently shows that the 
avcrdgc fowai-d-looking cost of providing sct-vice i n  :he Disfrict is $1 6.03. Tl1e currcili 
benclimat-h of $29.60 is 1S.i pel-cent of this estimate of the national urban cost. Once 
again, this method shows that the current benchmark is far outside the range of reasonable 
comparability. 

model.” The FCC currently recognizes nine such zones. The three densest zones have a 
density of 2,550 lines per square mile or more. Together, these wire centers comprise 28 
percent of all lines and in my view offer a reasonable set estimate of “urban” areas.” The 
weighted average cost in these three density zones is $1 6.34. The current benchmark of 
$29.60 is therefore 18 I percent of national urban cost. Once again, this method shows 
the benchmark is far outside the range of what might be considered reasonably 
comparable. 

used by the United States Bureau of the Census, This analysis also confirms that the 
Commission is not today providing sufficient support. The Census Bureau defined urban 

Another approach would be to tise the avei-agc cost among those companies that 

Yet another model-based approach is to use the density zone feature of the cost 

Still another way to measure ”urban” cost is to adopt the definitions of “urban” 

.. 
‘ I  In most discussions of universal service, the standard unit of measure i t  total cost per line per month. The 
RUS used a different yardstick, but one s t i l l  based upon the Commission’s own cost model. 

’ I  Even C&P 0fD.C. may not be entirely “urban” since some census block groups in Northwest Washington 
are primarily suburban. 

15 The Synthesis Model was originally designed with the capability of producing costs by density zone or by 
wire center, as the modeler may select. 

36 A t  the lower edge of 2,550 lines per square mile, this amounts to approximately one-quarter acre per line. 
Since many residential and business customers have more than one line per occupied StmCNre, this means 

that some areas in this zone have an average lot size larger than one-quarter acre. A generous definition of 
“urban” follows from using the higher costs associated with areas with large lot sizes. 



Federal Communications Commission FCC 025-2 

areas for the 2000 census” as areas that are contained in either an “urbanized area”” or an 
“urban clu~ter.”’~ Staff from the Joint Board has utilized public domain data to identify 
those wire centers that are predominantly urban4’ Ohio data were used because it 
happened that wire center boundaries for that state were available in the public domain.“ 
The resulting estimate of urban average cost is $1 8.02. The current benchmark of $29.60 
is therefore 164 percent of this estimate of national urban cost. Once again, this method 
sI1ou.s that the benchmark is outside the range of reasonable comparability. 

In  summary. using a variety o1‘inethods, t h e  record reveals that the existing 
systcni supports nct cost differences where rui-al areas have net c w t s  that arc s c m c w h e r e  
hetwccn 164 percent of urban average cost and possibly as inuch as 233 pcrcent of urban 
nvsrasc cost. None oftliis ev idence is consisten( with a view or linding that  the existing 
system is providing sufficient support to make net costs in  high-cost states reasonably 
coi1ip;LiabIc LU ~~irban x c a s  0 1  [hi. nalion. For 111~s~ ~casons, I conclsdc tha1 (!,e existing 
system. based on a benclimark o f  135 percent, does not meet the requirements of the 
statute. 

Some may be reluctant to use an urban averagc or decrease (he benchmark 
because thcy have limited confidence that some ofthe states receiving added support 

.. 
~ ’ ’  The Census Bureau noted that some agencies are required to that some Federal and stafe agencies are 
required by law to use Census Bureau-defined urban and rural classifications for allocating program 

funds, setting program standards, and implementing aspects of their programs. Federal Register: March 15, 
2002, Volume 67, Number 51, Notices, pages 11663-1 1670. 

For Census 2000, an urbanized area consists of contiguous, densely settled census block groups (BGs) i m  

and census blocks that meet minimum population density requirements, along with adjacent densely settled 

census blocks that together encompass a population ofat  least 50,000 people. id. Ohio has 19 urbanized 
areas. Internet cite: hnp: l i~ .census .gov/geo/wwwlu~ua~sta le-co~. tx t .  

For Census 2000, an urban cluster consists o f  contiguous, densely settled census block groups and census .; 9 

blocks that meet minimum population densify requirements, along with adjacent densely settled census 
blocks that together encompass a population of at least 2,500 people, but fewer than 50,000 people. Id. 
Ohio has 143 urban clusters. Internet cite: hnp: l /www.census.gov/geo/w~/ualuc-state~ca~.~l .  

Predominantly urban was defined here as enclosing an area that is more than 50% urbanized area or urban 20 

cluster. 

Because Ohio is a sizeable state with both rural and large city wire centers, i t  provides a good sample for 
urban costs nationally. Data for the entire country were available for $5,000, but the Joint Board declined 
to make this expenditure. For each of 90; wire centers in Ohio, staff determined the percentage of the wire 
center’s area that is characterized as “urbanized area” by the Census. 52 wire centers were then selected 
which serve areas that are at least 50 percent “urbanized areas.” Ofihese, 39 were served b y  nonrural 
carriers. and therefore average cost data were available. The average cost of these 39 wire centers, 
weighted for line size, was $I 7.63. 

41  
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actually need that support. In other words, some may doubt that the states with high 
forward-looking cost actually need more support. Fortunately, several reasonable 
solutions are available to the Joint Board that should assuage that concern and allow the 
Joint Board to recommend a support mechanism that provides sufficient support to all. 

The first question is the accuracy of the model itself. One might support the 
underlying methodology o f  using forward-looking costs but might doubt the reliability of 
costs calculated under the existing cost model. In thc nearly three years since issuance or 
[lie last significant oi-der defining the model.” several potential problems with the model 
lin\.e bc.c.11 identiticd.”’ but the Joint Board has declined to investi@atc thcse matters. 
Opportunities to make significant impro~ements to the model have also been missed.‘4 
So long as the Commission continues to distribute support based on a forward-looking 
cost model, it should maintain a staff with expertise on thc internal workings ofthe 
i ; l d < : .  21;d it s l~ould devote subs;alil;al ~ w ~ ~ ~ ~ l u ~ ~ ~ g  ~ < S G U I K C S   IO\\^^ ;iIipr~vi‘mcnt of!i~at  
model. Moreover, the Joint Board shoLild bc actively involved in these activities to test, 
evaluate and improve the model. 1 am vcry encourayd that Joint Board chair Abernathy 
has commitled to do tlii:; in the tuture. 

. .  

The hroadei- question is thc propriety of dislributing support using costs that 31.e 
diffbrcnr li-om tlic costs that states use 10 set ratcs. This co t i cc rn  is reasonable, because 
support and rates are calculated in most states using quite dirferent costing rules. Thc 
Joint Board has previously recommended, and the Commission has adopted, a system of 
support for nonrural carriers that is based on forward-looking costs. As a result the 
existing support system provides support to some areas with apparently low rates, and 
provides surprisingly little support to some areas witb apparently high rates. 

providing more support here. One option would be to lower the benchmark but to deny 
support increases to carriers unless they also have above average embedded costs. Since 
all incumbent carriers still have an interstate revenue requirement, data on this question is 

Even if one holds this objection, I do not think it should stand in the way of 

‘’ The last order establishing significant parameters of the cost model was the Tenth order, issued in 
November o f  1999. 

The Rural Task Force identified a number of areas in which the model appeared to produce unreasonable 
results for rural companies. In addition, there are potential problems with use of the model even for 
nonrural companies. For example, the model deploys loop plant without regard to natural and manmade 
barriers such as mountains, lakes and highways. Also, the model inputs now include many more special 
access lines than were originally anticipated, largely due to the unexpected sale of thousands o f  DS-I and 
DS-3 special access circuits. Some o f  these circuits are sold to competitors. others to schools and libraries 
using subsidies from federal universal service funds. We have nor investigated whether those circuits are 
currently being assigned to the proper wire centers nor whether the model is properly adjusting switch, 
feeder and distribution plant to accommodate these new circuits. 

1, More than one year ago FCC staff had developed a redesign of the model so that ii constructed plant 
solely along rights of way. That modification significantly changed costs in some areas. but had the 
potential to improve the reliability of the model in areas with significant topographic limitations. However, 
a l l  work stopped on those modifications when a key F-CC staff  member left the Commission. 
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already available through NECA. Thus embedded costs could be used as a screen to 
prevent forward-looking support from increasing increases in places that are likely to 
have low rates. 

More fundamentally, there may be general dissatisfaction with basing support on 
forward-looking costs because they have so little relation to customer rates. If so, this 
would justify a general review of the existing support mechanism. If we are unwilling or 
unable to conduct such a fundamental review, however, that is not a reason for us today 
to deny suff~cient support to high-cost iioni-ural cai-riers. 

carriers. That analysis will comfoort thosc who hish to ensure that the overall Universal 
Service fwid does not grow as a rcsult or  this proceeding. To place this i n  context, 
I I O W C V L ‘ I . .  i t  is important to understand t l lc small el‘lect this !?rc;i.ain has on the overall 
t’md size. High cost fund support for nonrurnl carriers compi-ises only 4.3 pcrccnt 0 1  ihc 
total univei-sal service suppoi-t mechanisms.” Accordingly, even if forward-lool<in~ 
s~ippoi-t to nonrural carriers wcrc doubled (or if i t  \\ere eliminated entirely) there would 
bc only a smaII effect on the overall size of the fuild. 

The inajority lias rcconnmcnded no incrccisc to cost-based funding for iionrtii-al 

E. Rates-Uaacd Support 

The court directed the Commission to explain how its cost-based support is 
designed to produce reasonably comparable rates. Instead, the Joint Board recommends 
adoption of an entirely new rates-based support mechanism characterized as a 
“supplemental rate comparability review”.“ The rationale apparently is that even if the 
cost-based system does not provide sufficient support, then the availability of a 
supplemental proceeding can ensure compliance with the statute. Thus the Joint Board 
recommends that compliance with the statute no Longer be measured solely by reference 
to a known objective formula against which results can be independently verified. 
Instead, it recommends today a new subjective system with rules that will be established 
on an ad hoc basis through agency case law and practice. For the reasons explained 
below. I conclude that creation of this new supplemental proceeding at this time does not 
comply with the Commission’s duties under section 254 and with the terms of the court’s 
remand directive. 

1. Sufficiency of Cost-Bused Suppori 

Section 254 became law six and one-half years ago. It contained language 
suggesting (but alas not requiring) that rates should promptly be made affordable, and 
rates and service reasonably comparable. For all those years the customers of high-cost 
nonrural carriers have lacked assurances that their rates and service are reasonably 
comparable to urban areas. The court has clearly directed the Commission to explain the 

FCC, Universal Service Monrroring Report, CC Docker No. 98-202, Summer, 2002. Table 1 . 1  I 

Recommended Decision, 7 38.  

I S  
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relation between its cost-based support program and the statutes. Neither the Joint Board 
nor the Commission has ever found that current rates in all areas of the country are 
reasonably comparable to urban areas. Once again, the Joint Board fails to do so today. 
The Commission cannot avoid this statutory responsibility forever. 

Today the majority recommends essentially that the Commission go back and start 
again, basing sufficiency not on its well-defined (although deeply flawed) forward- 
looking cost-based system, but on a new and as yet undefined rates-based system. Having 
I-eceived a referral on this issue. 1 believe the Joint Board now has the obligation either to 
cxplniii how cost-based support is sufficient or to change that support. 

discharge Ilia1 d t t~y . '~  I t  is not a n  adequate response to tell customers, six and one-half 
years al'tet. the A c l  became law. after adopting a inen cost-based supp~r t  sytem. and a f h  
iosing a remand l iom t i i t .  Court of .4ppeals. that iFcus1oniei-s or their servizc providws 
w a n t  surficient support h e y  may file a pctition. doubt such a plan ~ o u l d  have been 
reasonable even i n  Ic)07 d i e t i  thc Commission first selected a broad direction for its 
support program." To make this suggestion i i o \ b ,  ho\icvcr, whilc tn;iking ;:o change at 
;ill i n  the existiny c o s t - h a d  systcm. is a n  afrroiit to thosc cttstoniers. One foreseeable 
cffcct will more years of'delay before Scction 254 is me;inin~fitl ly implem~nteil fur 
customers of large carriers. 

insufficient, section 254 can he satisfied if there exists a supplemental rates-based system 
that uses case-by-case determinations, and further that this new system need not publish 
in  advance the rationales, algorithms or calculations that will he used to provide support. 
I am greatly concerned that this decision may he applied in the future to small rural 
carriers. While these carriers serve a minority of rural customers nationwide, in most 
states they serve areas that are predominantly rural. In many cases they have few or no 
low-cost customers upon whom to rely for low averaged rates. Accordingly, insufficient 
cost-based support is a problem for relatively few of the large nonrural carriers, hut i t  can 
he a matter of great importance for the customers of small rural companies. Because I 
believe today's Recommended Decision supports continuation of insufficient support, I 
believe it is a particularly worrisome development for rural carriers and their rural 
customers. 

The recommendation for a supplemental rates-based support system does not 

I understand the majority to conclude that even if cost-based support is 

2. Burdening the Stares 

Under the majority's opinion, states must apply for supplemental support. This 
unlawfully shifts the federal responsibility to the states, and it does not ensure that 

47 This principle may be ofsignificance in the upcoming discussion o f  supporl for rural CarrlerS. Rural 
carriers may be very interested in the establishment of a precedent that cost-based suppon need not, by 
itself, be sufficient to allow reasonably comparable rates. 

I also note thai the Commission did not provide suppon for nonrural carriers uniil 2000 because it felt it 48 

necessary to spend several years developing i ts  new fonvard-looking cost model. 
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ratepayers in high cost states will receive sufficient support to achieve comparable urban 
and rural rates. 

Sufficient support will be provided only if the state chooses to seek it and if the 
state succeeds in making the required showings. A state might avoid such an undertaking 
for a variety of reasons. The proceedings will require considerable expertise and could be 
contentious. Many adjustments to rates are possible, but the parties are not given any 
guidance as to what adjustments will be accepted. Litigation costs, particularly for 
experts. could be sizeable. While some high cost states may have the resoiirces and 
cspertise to niake the rcquired showings. others are trnliltely to accept this chnllcn~e. 

‘llie majority m a y  h a w  misunderstood the court’s decision regarding 
induceincnts. I read the court’s decision to q u i r e  the FCC to create inducemcnts for thc 
state5 tn dcal with a n y  rate ilil‘ti.rcnces [hat  ma); mist w i t h i n  their own bnrdcrs. I do  not 
believe tliat the court intended I O  permit the C:oininission to tieliy rulliciciii ~ e i ~ c r a l  
wppoi’t 11) uusto~~icrs in a stalc wlierc. h r  ~ v l i i i ~ c ~ c ~ .  Ieasoii, t k  state co~iiiiiission h:is 
elected not to apply for that support. 

3. Appropriclle SlLIlf? Kolcs  

~ I ~ i I L  majucitj .s analysis i.ciicatcdly ncglectb h c  inipol-taiit iiiLfctenci. belwezii i’atc 
Yariation within a state and rate variation among the states. I t  is elementary that a dollar 
raised by a state universal service program is not only a dollar available for rate support in 
that state, but it is also a dollar that is added to local rates in that same state. Therefore, 
while state universal service funds can be highly effective at reallocating internal burdens 
within the state’s boundaries, they are powerless to reduce the state’s average rates or to 
change the state’s ranking among other states. Intrastate equity is within the sphere of 
what a state can and should accomplish. State-to-state equity is beyond any state’s means 
and has been recognized as the proper responsibility only of the Commission. 

Ominously, the blurring of this distinction occurs in the section on inducements. 
The Recommended Decision discusses the new supplemental proceeding in the section 
on inducements, thereby suggesting that there should be some sort of connection between 
a state’s performance of its own duties under section 254 and the availability of sufficient 
federal support. Indecd, the Recommended Decision says that an applicant should show 
it has “taken all actions reasonably possible and used all available state and federal 
resources to make basic service rates reasonably comparable, but that rates nevertheless 
fall above the ben~hmark.”‘~ This might be a relatively harmless (although still facially 
improper) requirement if all it  means is that the state must, one way or another, keep rates 
within its borders reasonably uniform. States have a variety of tools to accomplish this. ’” 
On the other hand, this language may be a warning that only states with substantial 

Recommended Decision, 7 SO. 

Most states rely on rate averaging for lheir nonrural carriers. Increasingly, however, states are replacing 

14 

m 

these systems with explicit universal service pro, orams. 
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intrastate universal service fund mechanisms need apply. That would be a clear violation 
of section 254. A rural state having uniformly high rates and costs might need substantial 
federal support yet have no need for a state universal service fund because its rates are 
comparable within the state. Section 254 does not require states to establish universal 
service funds.” The Commission has no authority to make the existence of a state 
universal service fund a condition precedent to sufficient federal support. 

ol‘state duties. Apparently before a state may seek supplemental support i t  m u s t  first 
admil that i t  113s anchored outside the newly announced ”safe harbor.” Once again this 
overlooks the diflei-ence between intrastate and state-to-state rate variations. I t  may even 
prove to he a new kind of ‘-Catch-22” for applicants. To apply, the state must admit that 
its ratcs have fillen outside the ‘.sat’c harhor .”  This sii2:csts that tl:c Cominission’s first 
I ~2 I:I LI ~ L I ~ . ~ ~ ~ ~ ~ I ~ I L ~ I ~ ~ ~ I ~  s i i p l ~ ~ t  ;-:-‘:ccctiiiig ini:), Lx : i i i  inqtiisiiioii i i ito whctl ier the 
: , ~ . ~ k . s  ow1 universal service efforts have hecn xlrqu:itt‘.i’ It rciiiains to be seen how the 
Conimission will respond to facts sliowing iliat the state lias no internal high cost 
program because its rates are uni~01-111ly high. 

The “safe harbor” languagc also seeins to be similarly confused about the extent 

. .  

T believe today’s Recomniended Decision should confirm earlier statements from 
t h i s  Joint Board and by the Cnmniissio:: 1!i3L stales are po\vei.less to I-emctly state-to-state 
variations in rates and that this is the chief object of federal high cost policy. We should 
remove any suggestion that we believe that all states outside the “safe harbor” necessarily 
have some responsibility for that fact. Also, if there is going to be a supplemental 
proceeding, we should clarify that the proceeding has nothing to do with state 
inducements. 

4. The New Proceeding 

The Recommended Decision provides few details about the new supplemental 
proceeding. The majority apparently envisions developing the details through 
administrative case law and practice.” States must present a “rate analysis,” but they are 
also to be given “great flexibility” in their presentations.j4 Of primary importance here is 
the complexity of obtaining valid comparative rate measurements. As many as 30 
different adjustments to raw rate levels may be necessary to make meaningful rate 
comparisons. Foreseeable adjustments may fall into five major groups: 

’’ Section 254 provides that “A State may adopt regulations not inconsistent with the Commission’s rules to 
preserve and advance universal service.” 47 U.S.C. 5 254(f) (emphasis added). 

’’ Ironically. the requirement that rates fall outside the “safe harbor” may actually require states to 
deaverage rates in order to qualify for Federal USF. This would likely have the effect ofreducing rate 
comparability in high cost areas. contrary to the statute. 

“ This can be contrasted with the “safety valve” mechanism adopted last year for rural carriers. That 
mechanism i s  clearly defined. Carriers are able to calculate exactly the amount o f  support available under 
that mechanism and to verify that the amount provided agrees with the Commission’s rule. 

Recommended Decision, 7 56 5 1  
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Rate for Basic Local Service. Some customers face unavoidable extra charges for 
local exchange service. Other customers have simpler and more inclusive rate 
designs. Also, some customers have the option of choosing from a variety of 
local calling options. A particular customer may have a choice, for example, to 
select a more expensive plan that includes more local calls, more calling time or a 
wider calling area. 

Quality oPService. Differences in service quality may be the result of different 
investment and maintenance decisions. 

Calling .Area Size. Some state calling arca policies change the value ofservice to 
ilie customer i n  ways that do not appeal- i n  the non:i;ial local exchange ratc. The 
sixc of the  local calling al-ca is one important \'aria!'le. Some customers have a 
lai-ye calling are3 that call extend Ior l i l i y  miles L I I  t1iui.i'. Customers i n  otlict- 
:was_ however, lha\'e i-<latively small calling arcas, and they iniust pay toll rates 
when they inake calls to local schools and nearby businesses, possibly even to 
lntcl-net pin\:iders. For the latter group. toll hills arc a.:i:rally hi$cr and loco1 
rates are generally lower. For this reason, two customers may have thc same local 
exchange rates yct, because they have local calling areas of different sizes. 
comparisons of their local exchange services may not be valid. 

Intrastate Toll and Access Rates. States differ in the degree to which they allocate 
joint and common costs to toll services. In some areas significant joint and 
common network costs are included in toll and access charges, and local exchange 
rates are low. In other states with different policies, local exchange rates would 
be higher, but toll rates would be lower. For this reason, two otherwise identical 
customers may have different local exchange rates based solely on state policy 
regarding the division of common costs between local and toll services. 

State Regulatory Policies. Local exchange rates can in some instances reflect 
state regulatory policies that might be inappropriate to include in support 
calculations. A carrier may, for example, be earning an exceptionally high rate of 
return on its net plant investment. Another carrier may be using aggressive 
depreciation techniques for new equipment purchases. There are differences that 
may also be important related to capital structure, cost of debt, and interest 
synchronization. 

Given the stakes, states may, and undoubtedly will, present dozens of adjustments 
in their "rate analyses." No two applicants will analyze their rates in the same way. One 
state may make large corrections for its relatively small calling areas. Another may 
emphasize one or another aspect of a rate design that permits customer to select from 
among several calling plans offering different kinds of prepaid  service^.^' A third may 

0 

For example, the GAO study noted that customers in Michigan had an alternative between one "message 55 

rale" calling plan costin: $12.01 and another "unlimited basic service'' plan costing $43.95. The GAO 
(continued. .. .) 
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argue that its high intrastate toll and access rates should be considered. 

The Commission already has experience with each state defining its own costs, if 
not rates; and it justifiably abandoned the experiment. In 1997 the Commission 
announced that states were encouraged to perform and file their own state-specific 
forward-looking cost studies, and that thosc studies might later be used to determine a 
state's support." Later, the Commission withdrew this offer, finding that only a uniform 
national-wide cost model could make appropriate support calculations. Individual state 
muclcls. the Conimissioti held: 

c o ~ ~ l d  rely on dit't'ering Iot-ward-looking cost tncthodologies. including 
diffei-ing ass~iinptions or input data elements that would prevent 
meaningfiil cotnparisons ol'the resulting forward-looking cost estimates, 
r ~ i ~ i l  llim uould provide a less accuratc and comistent pictur; 'b!, \vliich we 
co t i l d  cval t i i i tc  the cost levels that mus t  be suppoi-ted . . . ." 

T h e  Joint Board here proposes a state-by-state approach with rates that is quite 
sitiiil:11. 10  llic loi:~~n:i-:icloiied state-by-state cost studics. With eacl; sta:c fi.cc lo s~iggcst 
its oiui procedurcs for xijustin; rates, it seems that  there is a sizcable climcc of uneven 
and even discriminatory results. 

ils case. Suppose a state decides that it should adjust its local exchange rates to account 
for unusually small calling areas. Can it compare its own adjusted data with unadjusted 
rate data from other states? If not, how can it get adjusted data for other states? 

Today's Recommended Decision offers no guidance about how these issues will 
be resolved. Applicants are not told whether they should adjust rates for local calling area 
size, or how they should report rates when customers have choices among calling plans 
with different calling scopes or different numbers of included calls. 58 Who will win 
supplemental support? How will such support be calculated? The majority provides no 
answer. The Commission will have a very difficult time sorting through these competing 
claims and establishing the credibility of its new system as impartial and objective. 

Moreover, a state petitioner may not even have access to the data needed to prove 

(Continued from previous page) 
study used the higher figure. I f  Michigan were to apply for support, it would presumably use that same 
number. 

First Order, $I 206; Second Order. $I 3 1 56 

5i Seventh Order, 1 5 2 .  

5 8  Commendably, the Recommended Decision does suggest that there should be a time limit for such a 
proceeding. I agree that i t  is important that requests for supplemental suppon must be processed and 
decided expeditiously. Without such a limit, a proceeding could be initiated by a state or carrier, be noticed 
for comment, and then remain undecided for years. For example, the Vermont Public Service Board filed a 
petition for waiver of existing universal service rules in September of 1993. The Commission never acted 
on that petition In re Wutvrr n/Section 36 631 ofrhe Commtssion's Rules Governing the Unwersul 
Service Fimd, Docket No. A A D  93-103. public notice issued Oct. 15, 1993, 8 FCC Rcd. 7588. 
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Moreover, i t  will probably take at least another year before we find out how this new 
proceeding really will work. 

5. Risks and Incentives 

A new and embryonic proceeding presents new risks and opportunities to the 
Commission and to the statcs. One risk is preferential or discriminatory treatment. 
Fulurc Commissions have virtually unlimi~ed discretion to define “rates” as they choose 
and then to award support o r  Lo withhold support, there is a substantial risk that they may 
consider lactors not stiitcd in a written decision. l o  avoid this kind of risk. government 
support progi-ams o f  all sorts have been operated on 3 f‘ormula basis and have avoided 
casc-based ad hoc decisions.’” Apparzntly the niajority does not considcr prcfcrential or 
disci-iininatory trcatmcnt ii suhstantial risk. 

i mrntioned abow i l la t  [lie parlics i n  a supplciird.nl:ll stippott pi-occc.d~ng may 
propose adj~istnients relatc~l Lo slalc regulatoi-y policies such as authorized rates ofrclui-n, 
dcpi-ccialion. capital structure or interest synchronization. This will involve the 
Coii>niission in i-ci,ic\ii:._i :he i-casonableiicss of:;tatc ird: dccisions. If h c ‘  n tcs  
being collected reflect a h i&  “authorized ratc of return” or high actual earnings, for 
cuniple,  the Commission may be asked to impure a lowrr rate ofretum. This would 
require it to substitute its judgment for that of the state commission. In the extreme. the 
Commission could find the proceeding grows essentially into an ersatz intrastate rate 
case. It may even be necessary to audit some company records. This would not only 
prove harmful to comity with the states, but i t  could be well beyond the actual staffing 
capacity of the Commission. 

A new rates-based support system could create perverse incentives for carriers. 
When it initially adopted a forward-looking cost model for support, the Commission 
expressed concern that an embedded-cost system would create undesirable incentives for 
incumbent carriers. If support were based on embedded cost, the Commission thought 
that incumbent carriers would make inefficient investments and have a disincentive to 
efficient operations and new competitors would be deterred from entry.60 But now the 
Joint Board proposes to base support upon the local rates that are, in mosl places, based 
on embedded costs. Once banished, the problem has now returned. The Commission 
may have to choose between initiating company audits or providing support for costs that 
are not essential to the services supported by universal service. Short of audits, nonrural 
companies may have practically unrestricted ability to generate support based on any 
infrastructure investments they desire and that are recognized by state commissions. 

59 Formula-based federal suppon is provided to the states across a wide range of public policy, including 
transportation support, farm supports, and health care support. 

Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Report and Order, I 2  FCC Rcd 
8776 (1997) (Universal Service Order), as corrected by Federal-State Joint Board on Universal Service, 
Errata. CC Docket No. 96-45. FCC 97-1 57 (rel. June  4. 1997) (hereinafter “First Report and Order”) 7 228 

60 

20 



Federal Communications Commission FCC 02J-2 

A new rates-based support system also creates a new moral hazard by establishing 
perverse incentives for state commissions. Rates-based support will create an incentive 
for state commissions to maximize their support, even if it requires changes to local rate 
designs. Unless the method of measuring rates is carefully controlled, states may find 
themselves performing major redesigns of local rates. If for example, no adjustments are 
allowed for calling area size. states will have a n  incentive to increase calling arcas. "One- 
state-om-ratc" may become the motto or high-cost states around thc country. Also, i f  no 
allowance is madc for toll and access charges. slates will have a n  incentive to reduce 
those chai.ges and redesign their rates to increast. local exchange charges. 

concerned about the total size ofthr Universal Service Fund. Of course the entire support 
program lor nonrural carriers amounts to less t h a n  five percent ofthe total universal 
XI! icc I'uild. SLii, aiwn t l lc bi.o;d I~iiccrrainliz; ii: I W \ L  locai L A I L ~  ,xi11 bc 1ncasii:cil and 
l i u \ ~  siipport will bc calculatetl. the ul~iiiratc rfrecl m a y  bc a signiiic.anl incl-casc in the 
high cost support for tionrural carriers. 

Finally the new system also presents a potentially issue 10  hose who are 

C. T~xnsport  Issue 

Fiiially. the transport issue has not been addresscd here. In its supported services 
recommendation the majority promised to take up and address here the issue ofhigh 
transport costs. Without support, those companies with high transport cost will not 
receive sufficient support to allow their rates to be comparable viith urban areas. 

We recently issued a Recommended Decision on supported services. One of the 
questions discussed there was federal support for transport costs. I said at the time that I 
wanted to examine this issue as soon as possible because very high unsupported transport 
costs are the primary barrier to establishing telephone service in certain remote areas. 
The majority ultimately stated that we would analyze the question of whether support 
should be modified for transport costs, and that the analysis would occur here, in the 
context of the Tenth Circuit remand." We have not performed that analysis, and I regret 
the omission. I continue to believe that high transport costs must be examined 
immediately to ensure compliance with section 254 of the Act." 

In that Recommendation the majority said: 61 

The Joint Board recognizes that issues related to the cost oftransport facilities are important and may be of 
particular conccrn in rural areas o f  rural and non-rural companies. Transport may be a necessary element o f  
a carriers' provision of services eligible for federal universal service support In some remote communities, 
customers must use the interexchange network to access essential community services such as law 
enforcement, health care, schools and libraries. The exleni IO which these COSIS  should be supported Is best 
addres,rr.d in OUT recommendmion on ihe decision remandedjvom ihe Tenih Circuic where we wdl analyze 
reasonable comparabiliry andsufjiciency of.wpporr. In !hat proceeding, we will consider the level of 
support necessary lo ensure that a l l  citizens ofthe United States have access to reasonably comparable 
communications services. Recommended Decision FCC 02J-I, 7 57  (emphasis added). 

"See, Separate Statement o f  Bob Rowe, Pan V I  

21 


